y
'q((um\a\\

-
‘\G-—-G

L o T-3e-76

REPORT TO THE CONGRESS
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BY THE COMPTROLLER GENERAL
OF THE UNITED STATES

Revenue Sharing Act Audit
Requirements Should Be Changed

Department of the Treasury

All recipients of revenue sharing should be re-
quired to have a periodic financial audit con-
ducted by an independent auditor, and the
results of that audit should be made available
to the public and the news media.

The Congress may wish to establish waiver
guidelines to permit the Secretary to exempt
small governments from this audit require-
ment.-

The Congress should also eliminate most of
the expenditure restrictions now in the Rev-
enue Sharing Act. These restrictions offer no
assurance of anything substantive being ac-
complished.
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GOMPTROLLER GENERAL OF THE UNITED STATES
WASHINGTON, D.C. 20548

B-~146285

To the President of the Senate and the
Speaker of the House of Representatives

This report presents the results of our review of com-
pliance auditing required under the revenue sharing program
- and suggests legislative changes for consideration by the
Congress.

We made our review pursuant to the Budget and Accounting
Act, 1921 (31 U.S8.C. 53); the Accounting and Auditing Act of
1950 (31 U.S.C. 67); and section 123 of the State and Local
Fiscal Assistance Act of 1972 (86 Stat. 932, 934).

We are sending copies of this report to the Secretary
of the Treasury; the Director, Office of Revenue Sharing;
and the Director, Office of Management and Budget.
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Comptroller General
of the United States
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COMPTROLLER GENERAL'S | REVENUE SHARING ACT AUDIT
REPORT TO THE CONGRESS REQUIREMENTS SHOULD BE CHANGED
Department of the Treasury

Treasury's Office of Revenue Sharing is
responsible for insuring that governments
receiving funds under the Revenue Sharing
Act comply with the act's restrictions and
requirements. Audits for compliance have
not been effective,

The Office has relied heavily on State and
independent auditors to make financial and
compliance audits required by the act. 1Its
staff was too small to audit the more than
39,000 governments receiving revenue sharing
funds.

Accordingly, the Office issued an audit guide
in October 1973 to assist State and independ-
ent auditors by establishing standards and
procedures acceptable to the Secretary of the
Treasury. Reliance on audits by State and
independent auditors has not worked for these
reasons:

~--There being no requirement that recipient
governments be audited, many do not have
financial and compliance audits of revenue
sharing funds.

--If audits are made, they often do not in-
clude all steps outlined in the Office's
audit gquide.

--State and independent public accountants
said they often lack the expertise to
audit compliance matters.

Moreover, it does not seem meaningful to
make compliance audits because many of the
act's present restrictions are ineffective.

Recipients have wide latitude in using rev-
enue sharing. They can use the funds as
authorized by the act and use their own
funds where compliance problems might occur.

Instances of noncompliance detected by an
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audit often have been rectified by accounting
adjustments, These did not affect the overall
operation of the recipient government or how
the recipient's total resources were spent.

Recipients should be required to have an in-
dependent auditor make periodic financial
audits of all of their funds. The Congress
may want the audit requirement to apply to
recipient governments above a specified size;
for example, those with a population of at
least 2,500 and/or those that receive revenue
sharing funds totaling at least $50,000 an-
nually.

The Office did not comment on the recommenda-
tion concerning financial audits, but it did
say that if the Congress makes such a provi-
sion the dollar criteria in the report might
be reasonable. The Office believes, however,
that the population criteria would encompass
such small governments as to be unreasonable
and onerous. The revenue sharing and popula-
tion figures cited by GAO were illustrative;
GAO accepts that larger figures may be more
appropriate.

The auditor's report should be made available

to the public and the news media and the audit
conducted in accordance with standards appli-

cable to the financial and compliance element

of the audit described in a booklet issued by

the Comptroller General of the United States,

"Standards for Audit of Governmental Organiza-
tions, Programs, Activities, and Functions."

Most of the act's expenditure restrictions
should be eliminated. The act's requirement
that expenditures be in accordance with local
laws and procedures should be retained. The
nondiscrimination provision should be expanded
so that a recipient government cannot discrim=-
inate in any of its programs or activities,
and comparative financial data showing the
sources and uses of all funds for each major

~ program or activity should be provided to the
public for the prior, current, and budget
years, along with notice and opportunity for
the government's residents to give their
opinions and recommendations on proposed ex-
penditures. This opportunity could be given
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in a public hearing or as the Secretary of
the Treasury may authorizel

The Office did not comment on this recom-
mendation. .

If recipient governments were required to
have audits of financial matters, the Office
could redirect its audit group efforts and,
using statistical sampling methods, concen-
trate on testing the adequacy of the recipi-
ent government's financial audits. Reviews
for compliance with the nondiscrimination
provision could be handled by specialists

in the Office's civil rights branch.

The Office said that the monitoring of fi-
nancial audits would require an expanded
audit staff. However, based on the number
of reviews of external audit reports com-
pleted by the present audit staff, GAO con-
cludes the Office could achieve coverage at
least as broad as under the current system.
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CHAPTER 1

INTRODUCTION

The State and Local Fiscal Assistance Act of 1972,
called the Revenue Sharing Act, expires December 31,
1976. Passage of the act in 1972 marked a new approach
to, giving Federal financial assistance to State and local
governments. Under the program, $30.2 billion in Federal
funds are dispersed automatically to all State governments
and to over 39,000 local governments. Fewer administrative
requirements and controls apply to revenue sharing than
to other forms of Federal domestic aid.

The Congress limited the funding of the revenue
sharing program to 5 years in order to review the act
and to decide whether it should be continued or revised.

The Office of Revenue Sharing (ORS), Department of
the Treasury, is responsible for administering the act,
which includes distributing funds to State and local
governments and establishing overall regulations for
the program. The Revenue Sharing Act and the implemen-
ting regulations established certain procedures, prohi-
bitions, and restrictions on using revenue sharing funds.

The act provides that each recipient shall:

~-Create a trust fund in which funds received and
interest earned will be deposited. Funds are
to be spent in accordance with laws and proce-
dures applicable to expenditures of the recipient's
own revenues.

--Use fiscal, accounting, and audit procedures
which conform to guidelines established by the
Secretary of the Treasury.

~-Not use funds in ways which discriminate on the
basis of race, color, national origin, or sex.

--Not use funds either directly or indirectly to
match Federal funds under programs which make
Federal aid contingent upon the recipient's
contribution, except under certain circumstances.

--Pay prevailing wage rates, as determined under the
Davis-Bacon provision, on certain construction
projects in which the costs are paid from the
revenue sharing trust fund.



--Under certain circumstances, pay employees who
are paid from the trust fund not less than pre-
vailing pay rates.

--Periodically report to the Secretary of the Treasury
on how it used its revenue sharing funds. The
reports shall be published in the newspaper,
and the recipient shall advise the news media
of their publication.

Further, local governments may spend revenue sharing
funds only within a specified list of priority areas.

Revenue sharing funds can be transferred from the
recipient government to another government, agency, or
organization, but such transfer does not release the
money from any of the restrictions and prohibitions’
that applied to the original recipient. The original
recipient is responsible for the proper use of revenue
sharing funds which it transfers.

GOVERNMENTS RECEIVING REVENUE SHARING FUNDS

Revenue sharing funds are distributed to each State
government and all general-purpose local governments
within each State. Following are the number and types
of local governmental units in the four States we re-
viewed.

Number of governments
Type of government WNew York California Georgla Minnesota

Counties 58 a/57 158 87
Municipalities 616 412 532 856
Townships 933 - 1,803 .
Indian tribes 9 _57 = 11
Total 1,616 526 690 2,757

a/ City and county of San Francisco is shown as a munici-
pality.

The distribution pattern of revenue sharing funds

for the year ended June 30, 1974, using ORS' classi-
fication of governments as large, medium, or small

based on the size of its annual revenue sharlng payment,
is shown below.



Annual revenue | Number of governments
sharing payment New York California Georgla Minnesota
Over $4,000,000 :
(large) 7 . 25 3 3
$10,000 to
$4,000,000 (medium) 1,191 426 387 405
Under $10,000 (small) 418 75 300 2,349
Total 1,616 526 690 2,757

|
|

ORS' APPROACH TO ITS

COMPLIANCE RESPONSIBILITY

The
of the Tr
procedure

Revenue Sharing Act specifies that the Secretary
easury provide for such accounting and auditing
s, evaluations, and reviews as may be necessary

to insure full compliance with the act.

ORS
responsib

1.

has a five-part approach to fulfill this compliance
ility.

Maximize use of existing State and private
audits of recipient governments, augmented
by ORS' audits of a few governments each year
to verify the reliablity of audits completed
by others.

Make extensive efforts to insure recipient
governments know how to comply with the act.
Informational material is provided directly
to each recipient, and ORS works with pro-
fessional associations and State governments
to disseminate information.

Cooperate with other Federal agencies to obtain
information on probable revenue sharing non-
compliance, fraud, or relevant suits against
recipient governments. Also help citizen and
civil rights organizations to fully inform their
membership about revenue sharing.

" Advise the affected government and determine

possible noncompliance. If noncompliance is
found, work closely with that government to

.correct the noncompliance, taking legal action

to recover funds or instituting court action
when voluntary compliance is not achieved.

Manage the program, making it easy for each
government to promptly comply with the act's
requirements.



ORS prepared a booklet entitled "Audit Guide and
Standards for Revenue Sharing Recipients" to help in
administering the act's audit requirements. The guide,
published in October 1973, was distributed to each recipient
government and other interested organizations. The guide
is to help auditors understand the special requirements
for audits of revenue sharing funds and to establish audit
standards and procedures which will be acceptable to the
Secretary of the Treasury.

The audit guide was prepared under the assumption
that all revenue sharing recipients have their financial
transactions audited and that some phases of the revenue
sharing requirements, such as reviewing internal control
and auditing cash receipts and disbursements, will be
performed as part of that audit. Therefore, ORS sees
auditing revenue sharing funds as an extension of audit
procedures rather than as an entirely separate and additional
audit.

Through its cooperative State audit program, ORS is
enlisting the assistance of State audit agencies to assure
‘compliance with the act. Under the agreements being entered
" into by ORS and the individual States, the services of
State audit agencies are being extended to cover revenue =
sharing audit requirements. ORS will accept the audits made
by the cooperating State agencies.

Also, many local governments are audited periodically
by independent public accounting firms. ORS will rely on
these examinations when they are performed in accordance
with generally accepted auditing standards and the audit
guide.

ORS plans to audit each year a sample of those govern-
ments that have not been audited under either the cooperative
State program or by independent public accountants.

CRGANIZATION%_RESPONSIBLE FOR AUDITING
RECIPIENT GOVERNMENTS

The responsibility for auditing recipient governments
often depends on the size of the governmental unit and
applicable State laws. The audit is made by State auditing
agencies, certified public accountants, licensed public
accountants, or other organizations.

The larger governments in the four States usually had
audits made in accordance with generally accepted auditing
standards by a State auditing agency or certified public
accountants. The smaller governments often did not have



any audits or the audits were not according to standards.
These latter audits were often made by groups, such as
town boards and bookkeeping firms. Audits must be made
in accordance with generally accepted auditing standards
and ORS' audit guide to be accepted by ORS.

The respounsibility for auditing the recipient governments |
differed markedly in each of the four States,

New York

The New York State auditing agency audits all govern-
ments in New York State, including State agencies and over
1,600 local governments. The agency audits each unit of
local government on a 2~ or 3-year cycle. New York State
and ORS agreed' in May 1974 that the State extend, by
using ORS' audit guide, its standard audits of localities
and the State government to include revenue sharing
funds.

California

There are three State agencies responsible for
auditing State or State-controlled funds in California.
All these agencies audit to safequard State funds. None
would audit a county or municipality except in conjunction
with an audit of a State program or in response to a
specific request.

A State official said that county boards of supervisors
are required by State law to provide annual audits. The
scope of these audits is not defined and may include all
funds or be limited to one or two funds. Generally,
counties are audited to the extent deemed necessary by
the board of supervisors.

According to a State official, the State requires
no auditing of municipalities. However, most municipalities
are audited by certified public accountants.

Georgia

The Georgia State auditing agency is responsible
for auditing State agencies receiving revenue sharing
funds. Georgia and ORS signed an agreement in December
1974 providing for compliance audits of State agencies.

A State official said the Georgia State auditing
agency is not required to audit local governments or to
evaluate or supervise audits by others. If the Governor
specifically requests, however, the State auditing agency



can audit a local government. He further stated that
Georgia statutes permit local government officials to
have their accounts audited if they deem it necessary.
About 90 percent of the local governments receiving
$10,000 or more in revenue sharing funds each year are
audited by certified public accountants. About one-half
of the municipalities receiving less than $10,000 each
year have independent audits.

Minnesota

Minnesota's auditing is divided between two organ-
izations--a legislative auditor is responsible for auditing
State departments and other State agencies and a State
auditor is responsible for auditing all counties and the
3 cities with populations exceeding 100,000. In October
1974, both departments agreed with ORS to expand their
audits to include revenue sharing compliance matters.

The State auditor will also audit a municipality
upon request of its council or citizens. He may also
initiate an audit if he feels that public interest demands
one, but this method is rarely used. The State auditor
audits about 25 of 856 municipalities each year.

State statutes do not require annual audits of the
municipalities' financial records. Although most larger
communities are audited by certified public accountants,

a survey by the State auditor's office showed that less
than one-half of the State's municipalities have independent
audits. In addition, the deputy State auditor estimated
- that less than 1 percent of the State's 1,803 townships
are audited by an independent public accountant.

COST TO LOCAL GOVERNMENTS FOR
AUDITING REVENUE SHARING FUNDS

The cost to make a financial and compliance audit of
revenue sharing funds is nominal for large recipient
governments but more burdensome for smaller recipients.
We obtained the auditors' estimates of additional fees
needed to extend their auditing procedures to financial
and compliance matters relating to revenue sharing funds.
Their estimated additional fees were as follows:



Estimated Average Added Cost of Auditing Revenue
Sharing Funds of Local Governmental Units

Size of recipient government

State Large Medium Small
New York $2,100 $260 $260
California 4,880 590 210
Georgia 1,500 . 290 250
Minnesota 1,830 220 200



CHAPTER 2

ORS' RELIANCE ON OTHERS TO MAKE

COMPLIANCE AUDITS HAS NOT BEEN EFFECTIVE

The ORS audit staff of 1l professionals cannot adeguately
audit the over 39,000 governments which receive revenue shar-
ing funds. Thus, ORS uses audits of recipient governments
made by State audit agencies and other independent public ac-
countants.

We found that ORS' reliance on State and independent
public accountants to make compliance audits had not been ef=-
fective. Many recipient governments in New York, Georgia,
California, and Minnesota did not have financial and compli-
ance audits of revenue sharing funds, and those that were
made were often incomplete,

'MANY RECIPIENTS OF REVENUE
SHARING FUNDS ARE NOT AUDITED

. The Revenue Sharing Act requires the Secretary of the
Treasury to provide for accounting and auditing procedures,
evaluations, and reviews as may be necessary to insure that
expenditures of revenue sharing funds comply fully with the
act's reguirements. The Secretary is authorized to accept
an audit made by a State audit agency if he determines that
the audit is reliable. This authority is expanded in ORS'

- regulations which state it is the Secretary's intention to
-rely, to the maximum extent possible, on audits of recipient
governments by State auditors and independent public accoun-
tants; however, many recipients are not audited.

Local governments

In each of the four States, we guestioned officials of
large, medium, and small units of local government, as clas-
sified by ORS, to evaluate the effectiveness of existing

State and public accountant audits.

In California, Georgia, and Minnesota, 15, 20, and 51
percent, respectively, of the governments that responded
did not have periodic independent audits. Audits were often
limited to reviewing financial transactions and statements.

In California, Georgia, and Minnesota, less than one-
half of the 215 local governments had regular independent
audits of revenue sharing funds that included both financial
and compliance matters. In New York, however, the 29 local



governments we reviewed were audited by the State auditing
agency and all audits included these matters. (See app. I.)

To determine the number of nationwide recipients having
‘acceptable audits of revenue sharing funds, ORS included the
guestion "Are your accounts audited?" in the entitlement _
period 5 planned-use report. The following chart summarizes
the answers received:

Recipient's annual revenue sharing payment
Over $10,000 to Under
$4 million $4 million $10,000 Total

Accounts audited 117 15,087 14,268 29,472

Accounts nét au-
dited 0 532 5,035 5,567
No response _2 463 1,404 1,869
Total 119 16,082 20,707 36,908

Of those responding, 84.1 percent said that they were audited
and 15.9 percent said they were not. However, 90.4 percent
of the governments that were not audited received less than
$10,000 annually. All respondents receiving over $4 million
in revenue sharing reported their accounts were audited. The
guestion was not answered on 5 percent of the use reports.

Of these, 75.1 percent received less than $10,000 annually
and all but 2 governments received less than $4 million an-
nually. ~

State governments

Revenue sharing funds distributed to State governments
were not audited according to ORS' audit guide in three of
the four States reviewed--New York, Minnesota, and Califor-
nia--even though ORS had made agreements with two--New York
and Minnesota.

New York State agreed with ORS to extend its audit pro-

cedures of the State departments and agencies to include the
additional procedures contained in the audit guide. New York
considers its entitlement as general revenue and reports that
its uses of revenue sharing funds are in proportion to gen-
eral fund expenditures. ORS has accepted the State's alloca-
tion method. A State official said that this allocation
method prevents a separate audit of revenue sharing funds.
He also said that the only applicable part of the audit gquide
is the civil rights section. Accordingly, the State auditing
agency has scheduled a review of the State Division of Human
Rights.



Minnesota transferred all its revenue sharing money to
its general fund. Revenue sharing funds are not identified
with any specific expenditure; rather, they represent a part
of all expenditures within the general fund.

A State auditing agency makes financial audits of all
State departments and agencies every 2 or 3 years. The
State agreed in October 1974 to give ORS copies of all re-
ports that showed noncompliance, but the State auditing
agency had not audited any revenue sharing funds at the time
of our visit.

Revenue sharing funds in California were allocated to
education and welfare. School districts received most of
the State's revenue sharing moneys. The State auditing
agency has not audited any State agencies or school districts
to insure compliance with the regulations.

The State auditing agency in Georgia is responsible
for audits of State departments and agencies that receive
and use revenue sharing funds. 1In accordance with the agree-
ment between Georgia and ORS, the State will give ORS copies
of reports indicating substantial noncompliance.

During fiscal year 1974, the State auditing agency made
41 audits of State agencies and departments. In five in-
stances, the audit agency found noncompliance or possible
noncompliance with ORS regulations. These reports were for-
warded to ORS for corrective action. Four audit findings
were due to noncompliance with the Davis-Bacon provision and
one was due to the filing of an employment discrimination
complaint.

COVERAGE OF COMPLIANCE MATTERS
IS LACKING IN MANY AUDITS.

We reviewed 117 audits for which the independent auditor
indicated that the audit of revenue sharing funds included
both financial and compliance matters. Generally, the audits
provided good coverage of the financial matters and several
of the compliance reguirements. Audit coverage of other
compliance items, however, was often lacking, especially those
relating to the civil rights and Davis~Bacon provisions. Ap-
pendix II summarizes the financial/compliance audits in each
of the four States and shows whether spec1f1c audit steps were
covered.

Civil rights compliance

The Revenue Sharing Act provides that no person shall,
on the basis of race, color, national origin, or sex, be
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excluded from participation in, be denied the benefits of,
or be subjected to discrimination under any program or ac-
tivity funded, in whole or in part, with revenue sharing
funds.

Although ORS' audit guide specifies a number of steps
to determine a recipient government's compliance with the
civil rights provisions, most audits are incomplete. For
example, in New York, 28 of the 29 audits we reviewed
omitted all audit steps relating to civil.rights. 1In Min-
nesota all civil rights audit steps were omitted in seven
of the eight audits made by the State agency.  In California
and Georgia individual audit steps were often not completed.

Although New York and Minnesota have audit agreements
with ORS, the audit agencies in both States were omitting
steps required under the civil rights section of the audit
guide in nearly all of the audits we sampled.

Consequently, these agreements provide no assurance
that the State auditing agency will detect and report pos-
sible civil rights noncompliance. ORS has publicly stated
that both States have agreed to make their audits in accor-
dance with the audit guide, thereby assuring compliance with
the provisions of the Revenue Sharing Act.

Many accountants' reports issued on compliance matters
by both State auditors and independent public accountants
stated that the audit disclosed no areas of noncompliance,
except for those specifically stated in the report. The
accountants' reports did not reveal that the audit steps
required under the guide's civil rights section were often
omitted or not completed. Consequently, based on reports it
received ORS could believe that all audit steps had been
satisfactorily performed and that there had been no instances
of noncompliance. ‘

New York's State auditing agency generally waives the
ORS audit guide civil rights steps. The agency said that
it follows the guide only when it believes that civil rights
may be a problem in a particular area. Before signing the
cooperative agreement agency officials told ORS that they
did not have the expertise to audit civil rights compliance.
Agency officials gave the following reasons for their reluc-
tance to audit in this area:

--The New York State Division of Human Rights is
better equipped to provide ORS the information.

--Many of the civil rights steps are not applicable
to small rural areas.

11



-~Civil rights disclosures may cause political repercus-
sions.

In California, the audit step requiring a determination
of possible discrimination in the location of facilities fi-
nanced with revenue sharing funds was omitted in 44 percent
of the examinations. Some auditors said that they were not
competent to do this type of auditing or that it could be
better performed by government agencies. A partner for 1 CPA
firm which audits approximately 45 governmental units in
California said civil rights is "one big game." He said he
audits to verify preconceived ideas that there is no dis-
crimination.

Most of the auditors in Georgia restricted their audit
of compliance with civil rights reguirements to ascertaining
whether discrimination complaints had been filed or litiga-
tion was pending. To obtain this information, they generally
reviewed minutes of meetings, asked government officials about
complaints, and obtained written or verbal statements from
the recipient's attorney. The auditors believed that further
work would be beyond their technical competence. The civil
rights audit step to determine if the recipient is required
to develop an Equal Opportunity Affirmative Action Compliance
Program was applicable but omitted in 79 percent of the au-
dits we reviewed. Some auditors complained that the audit
guide was not specific enough regarding civil rights, and
that the requirement to determine obvious discrimination in
locating facilities financed by revenue sharing funds was
ambiguous. Other auditors believed that reporting complaints
that had been filed or were being litigated served no useful
purpose.

In 97 percent of the examinations we reviewed in Min-
nesota, the civil rights audit step was omitted which re-
guired the auditor to check with the recipient's civil rights
enforcement office’'to determine if any complaints have been
filed. The Minnesota Department of Human Rights has civil
rights enforcement responsibilities for the entire State and
has knowledge of nearly all complaints or investigations.
Nevertheless, a department representative stated that he had
not received any inquiries from auditors regarding such in-
formation. Many auditors said they omitted the civil rights
section or made only a partial audit because they did not
consider civil rights to be a problem. They often cited
the relatively few minorities in the population or the small
number of recipient employees.

Compliance with Davis-Bacon provision

Our review showed that audit steps pertaining to the :
Davis-Bacon provision generally were not followed completely.
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In the four States we reviewed, the omission of these au-
dit steps ranged from a low of 33 percent in California to
a high of 89 percent in Minnesota.

The Revenue Sharing Act provides that all laborers and
mechanics, employed by contractors and subcontractors to
work on any construction project of which 25 percent or
more of the cost is paid with revenue sharing funds, shall
be paid wage rates not less than rates prevailing for simi-
lar construction in the area as determined by the Secretary
of Labor in accordance with the Davis-Bacon Act, as amended.

ORS regulations implementing this provision reguire that
each contract exceeding $2,000 contain a provision stating
the minimum wages to be paid various classes of laborers and
mechanics as determined by the Secretary of Labor. Further,
the contract must stipulate that the contractor shall pay
wage rates not less than those stated in the specifications,
regardless of any contractual relationships alleged to exist
between the contractor and such laborers and mechanics. The
contract further stipulates that so much of accrued payments
as the contracting officer considers necessary may be with-
held from the contract to pay to laborers and mechanics the
difference between rates required by the contract and rates
actually received.

New York State auditors generally were unfamiliar with
the Davis-Bacon provision. They reviewed the recipient gov-
ernment's compliance in only 3 of the 10 applicable cases.
There is, however, a similiar State law reguiring a community
to incorporate prevailing wage rates into all construction
contracts. The State auditors do determine compliance with
the State law.

California's State labor code requires payment of pre-
vailing wages, by contractors or subcontractors, that egual
or exceed those required by the Davis-Bacon provision, Some
auditors said that their opinions on compliance with the
Davis-Bacon provision were based on a review of compliance
with the State code. The Davis-Bacon reguirements are new
concepts to many auditors, and ORS' audit guide is their
first introduction to them. Some auditors reported that they
had done considerable research to determine the specific re-
guirements. Because such research increases an audit's cost,
one auditor stated that he omitted these steps and qualified
his opinion to that effect.

The auditors in Georgia did not review the recipient's

compliance with the Davis-Bacon provision in five of the
nine applicable instances. Several auditors said that these

13



provisions discourage bidding and increase construction pro-
ject costs and, therefore, they were advising the recipient
governments not to use revenue sharing funds for such pro-
jects. Other auditors said that neither they nor their
clients were familiar with the act, its provisions, or the
forms required.

The auditors in Minnesota did not determine if the
recipient government was complying with the Davis-Bacon pro-
vision in 17 of the applicable 19 instances. Auditors often
claimed that they omitted the section on the Davis-Bacon
provision because either they did not believe it to be a
problem or they had performed other audit steps which they
considered adequate.

14



CHAPTER 3

COMPLIANCE AUDIT RECOMMENDATIONS RESULT

IN LITTLE OR NO IMPACT ON RECIPIENT GOVERNMENTS

In chapter 2 we pointed out the problems the Office of
Revenue Sharing has experienced in relying on others to make
compliance audits. However, when compliance findings have
been made and properly reported, corrective action usually
required only simple adjustments, resulting in little or no
impact on the operations of the recipient government or on
how the total resources of the recipient were spent.

In addition to the compliance efforts discussed in
chapter 2, ORS has developed a four-part approach to compli-
ance auditing and has tried to combine these to obtain the
broadest possible coverage of revenue sharing recipients.

This four-part approach includes:

-~A review of audits by State and other independent
audltors.

——A review of the workpapers supporting selected audits
by independent public accountants.

--A review of small units of government using audit
staffs of other organizations within the Department
of the Treasury.

--An ORS field audlt of recipient governments u51ng ORS
audit personnel

This,audlt effort, however, also has not been effective. ORS'
recommendations to bring a recipient into compliance have no
greater effect on the recipient's operations than the audits
and recommendations made by State audit agencies and other
independent auditors.

REVIEWS BY STATE AND OTHER
INDEPENDENT AUDITORS

The table on page 16 shows for each of the four States
the number of financial~compliance audits we reviewed, com-
pliance opinions issued, and types of audit findings.
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Issuance of Compliance Opinion and Nature of
Findings for Audits Reviewed by GAO

New ¥York California Georgia Minnesota Total

Financial~compliance audits 29 25 33 30 117
Audits having an opinion on
compliance matters 29 22 9 13 73
Audits having findings relat-
ing to revenue sharing funds. _8 1 1 9 25
Nature of audit finaings:
Aacccunting records not
safeguarded 1 1 ~ - 2
inaccurate census data 1 4 - 5 19
Inaccurate allocation of
interest - 1 ~ - 1
Trust fund not establisned 1 - - - 1
Use for nonpriority expen—
aitures 1 1 - - 2
toncompliance with State
ana local law 2 1 - - 3
Flscal procedures do not :
conform to regulations . 4 3 - - 7
Tnaccurate or missing use ’ ‘
Lepores 1 3 - 1 5
iloncnmpliance with Davis~
Bacon Act - 2 1 1 . 4

“gual Employment Cpportun-
ity Commission records

wer.> not maintained - ~ - 1 1
Civil rigats actions pend-

ing - 3 - - 2
Lack of nondiscrimination

policy - 1 - 3 4
Woncompliance by secondary

recipients - : 1 - - 1

Total number of audit
findings relating to
revenue sharing funds
{note a)’ i 21 1 11 44

a/Total findings sometime exceed the number of audit reports with findings
because some repcrts contain more than one finding.

In New York many of the findings could be corrected
easily by changing the accounting procedures or budgeting
process. For example, four audit findings were made because
the accounting records did not permit adequate tracing of
revenue sharing fund expenditures. Two findings were made
because the town board did not follow the same appropriation
policy for revenue sharing funds that it used £for other
revenues.

Correcting these problems had no effect on the use of
revenue sharing funds or local resources that may have been
freed by revenue sharing. They represent the type of finding
an independent auditor would report as a result of a complete
financial audit.
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In California 7 of the 25 audits contained findings
relating to revenue sharing funds. Audit reports for two
of these audits had been issued in 1974, yet these reports
had not been forwarded to ORS as of October 1975. These
two reports contained seven audit f£indings, including three
findings of possible noncompliance with the civil rights or
Davis-Bacon provisions.

The audit reports forwarded to ORS contained a wide
range of findings; however, most findings were strictly of
a financial nature or could be easily resolved with account-
ing entries. These types of financial findings might be re-
ported in any financial audit but have no real effect on the
uses of revenue sharing or any other local resource.

In Georgia 32 of 33 financial-compliance audits did not
reveal any finding relating to revenue sharing funds. 1In the
other audit, the auditor discovered that the recipient had
not complied with the Davis-Bacon provision in using revenue
sharing funds for road construction. The recipient govern-
ment had not obtained a wage determination from the Depart-
ment of Labor, nor was such a determination 1ncorporated in
the contract specifications.

This noncompliance with the Davis-Bacon provision was
not communicated to ORS and, hence, ORS did not initiate any
corrective action. Although financial statements and an
accountant's report were forwarded to ORS, these items did
not show any noncompliance. The scope of the accountant's
report was limited to financial matters relating to revenue
sharing.

In Minnesota 6 of the 11 audit findings were not com-
municated to ORS as of October 1975. The six findings were
contained in four separate reports, each issued before the
“end of July 1974. 1Included in the six findings not reported.
to ORS were three on civil rights, one on the Davis-Bacon
provision, one on census data and a use report.

The remaining five audit findings included four on
census data and one on a pending civil rights action. Other
than the possible civil rights problems, all the findings
can be resolved by making the appropriate accounting trans-
actions or submitting additional forms or reports.

The table shows a total of 44 audit findings relating
to revenue sharing. Most findings were insignificant, easily
corrected, and had little or no effect on the recipient gov-
ernment's operations. The financial problems reported were
generally the type that would be reported as a result of a
complete certified public accountant examination.
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REVIEWS BY ORS

We found no indication in ORS files that any of the
corrective actions required by ORS resulted in the Federal
- Government being reimbursed for an expenditure or action
considered to violate the Revenue Sharing Act or regulations,
Even when the local revenue sharing trust fund was reimbursed,
the local government merely transferred other available funds
to the trust fund without any indication that this transfer
affected the government's overall activities or operations.

A telephone survey of selected recipients supported this
finding. The recipient claimed, in only one case, that a
major significant change had occurred. ORS recommended that
the county reimburse the trust fund and improve its account-
ing system. We were told the first recommendation was
achieved by a simple transfer from the county's general fund.
A representative of the certified public accounting firm that
audits the county also said that the second recommendation
encouraged the county to institute acceptable accounting pro-
cedures where none had existed. He added that the county is
now "well on the way to an excellent accounting system."

The following examples are representative of the cases
we reviewed:

--A State auditor found a violation of local law when
$1,000 was given to a regional community center as a
gift of public funds. The State auditor did not make
a recommendation, but after reviewing the audit report,
ORS recommended that (1) the recipient reimburse 'its
revenue sharing trust fund for $1,000 spent in viola-
tion of local law and (2) the recipient provide ORS
documents proving the action. The town complied, and
ORS closed the case.

A town officidl said that the reimbursement was made
by transferring funds from the general fund to the
local revenue sharing trust fund. The town considered
the gift to be valid and charged the expendlture to
other local funds.

--Another State auditor found that a village did not
maintain a separate trust fund account for revenue
sharing as required. After reviewing the case ORS
recommended that the village establish a separate
trust fund and the village mayor responded with a
letter in which he promised to carry out the recom-
mendation. The case was closed with no documentation
in the file proving that corrective action had been
taken.
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--After auditing a small northwestern city, ORS
recommended that the city document expenditures of
S$4,000 or reimburse the local revenue sharing trust
fund for that amount. ORS also recommended that the
city establish appropriate accounting procedures and
records to more easily trace expenditures and dis-
tribute expenditures into priority categories. Fi-
nally, the report recommended that the city obtain
from the Department of Labor a wage determination, as
required by the Davis-Bacon provision, for a contract
funded with revenue sharing money. If the wages paid
under this contract did not meet or exceed the deter-
mined rate, retroactive adjustments must be made.

In response to these recommendations, the city docu-
mented the legality of the $4,000 expenditure, set up
accounting procedures and records to properly classify
expenditures into priority categories, and provided
information to show that the wages paid under the
questioned contract complied with the Davis-Bacon
provision requirements. On the basis of documenta-
tion provided by city officials, ORS closed the case.

--In another case ORS auditors found that county offi-
cials had improperly transferred revenue sharing
funds from the local revenue sharing trust fund into
the general fund, and the auditors were unable to
trace the funds beyond this point. The audit report
recommended that the county reimburse the local rev-
enue sharing trust fund for the amount of the improper
transfer and provide that all future revenue sharing
expenditures be traced to verify compliance with the
Revenue Sharing Act.

County officials said they would improve the county's

accounting procedures and provided evidence that the

trust fund had been reimbursed.

--In another case ORS recommended that a county:

~--Improve its accounting system.

~--Reimburse the county's revenue sharing trust fund
in the amount of $97,840.19 for improper disburse-
ments and provide ORS with supporting evidence.

--File an amended actual use report showing correct

expenditures and publish this report in a local
newspaper. ~
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The county contracted with a certified public
accountant to revise the accounting system to ade-
quately control the expenditures of revenue sharing
funds and to provide documentation to show that only
$40,046.97 was spent in violation of the act. The
county reimbursed its revenue sharing trust fund for
this amount. The actual use report was corrected to
show this adjustment and was published as required.

Reimbursements to the local revenue sharing trust
funds are generally accomplished with accounting
entries that change the source of funding but not

the amounts expended in the various areas. There~
fore they have little or no effect on the operations
of the recipient. The ORS audit did cause improve-
ments to be made in the county's accounting system.
However, this result can be expected from a complete
financial audit made by a certified public accountant.




CHAPTER 4

CONCLUSIONS, RECOMMENDATIONS,

AND AGENCY COMMENTS AND OUR EVALUATION

CONCLUSIONS

ORS is responsible for insuring that governments
receiving funds under the Revenue Sharing Act comply with
the act's requirements. However, the compliance aspect of
this effort has not been effective.

Recipient governments are not required to have an
audit of revenue sharing funds. If an audit is made, there
is no requirement that it follow the procedures prescribed
in ORS' audit guide. However, unless the audit guide is
followed, ORS will not use the audit report instead of an
ORS audit. Recipient governments are deterred from auditing
revenue sharing funds in accordance with the audit guide be-
cause they realize that (1) an additional cost is incurred
for the audit and (2) if the audit should find violations,
even inadvertent ones, punitive actions might result.

ORS relied considerably on existing State and independent
public accountant audits to report noncompliance or possible
noncompliance with the Revenue Sharing Act and regulations.

. Many recipient governments, however, do not have periodic in-
dependent audits. Further, many audits were financial audits
that did not include compliance matters. The financial-
compliance audits often did not include all the steps pre-
scribed by ORS' guide for audits of revenue sharing. For
example, audit steps relating to civil rights and the Davis-
Bacon provisions were often omitted. The value of compliance
audits is questionable because the recipient governments can
easily displace local funds with revenue sharing funds, thus
avoiding the requirements and restrictions.

Cooperative auditing agreements between ORS and various
States do not assure that State agencies' audits will be
satisfactorily extended to cover revenue sharing audit re-
quirements. For example, the State auditing agencies in
New York and Minnesota omitted the c¢civil rights provisions
of the audit guide in 35 of 37 audits we reviewed.

, Although an independent auditor may claim that an
audit was made according to the audit guide, there was no
assurance that an opinion on compliance matters would be
issued. Compliance opinions were not issued on 38 percent
of the audits we reviewed in the four States. Unless the
auditor issues an opinion on compliance matters and the
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chief executive officer sends the report to ORS, ORS can not
determine the character of the examination, the compliance
problems found, and the degree of responsibility the auditor
is taking.

One difficulty in relying on State and independent
audits of recipient governments to carry out ORS' compliance
responsibility is illustrated by one audit we reviewed. A
certified public accounting firm made a financial and com-
pliance audit of the revenue sharing funds of a Minnesota
city. The firm issued both a financial and a compliance
opinion. 1In its report, the certified public accounting firm
revealed two areas in which it considered the city to be in
noncompliance:

-~-The city had not established a formal policy concern-
ing nondiscrimination in employment.

--The construction contract did not follow the require-
ments of the Davis-Bacon provision.

The certified public accounting firm issued its report
to the city and recommended that a copy of the report be
forwarded to ORS. The city did not forward the report to
ORS nor did the city take any corrective action. The city
later discharged the firm. A representative of the firm
stated he believes that disclosure of the Davis-Bacon provi-
sion violation was the reason for the firm's discharge. He
said that, in his experience, recipient governments oppose
having a voluntary compllance audit if there are deficiencies
that will be revealed.

Many independent auditors were unwilling to audit
revenue sharing funds. Many auditors were reluctant to be-
come involved in compliance areas because they believed they
were not competent to do so. Further, compliance auditing
is not always compatible with the client relationship. A
disclosure of noncompliance could result in legzl actions
against the recipient or the incurrence of other costs to
carry out new procedures, for example, to increase wage
rates.

Our review work at ORS covered its entire range of
compliance audit activity--including ORS field audits,
mini audits, independent public accountant rev1ews, and ORS
reviews of external audits.

The compliance problems that these audits reported

were resolved with very little or no effect on the operations
of the local governments.
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The recommendation that sounds the most severe~-~-reimburse
the local revenue sharing trust fund--is actually easy to fol-
low. The government's overall operations were not affected
in any of the six recipient governments that were required
to reimburse the local revenue sharing trust fund. In each
case the corrective action was a paper adjustment. We found
no cases where the recipient government had to reverse an
expenditure or make a collection. All expenditures remained
the same, only the source of the funding changed.

As pointed out in our reports entitled "Revenue Sharing:
Its Use By and Impact on Local Government" (B-146285, Apr. 25,
1974), and "Revenue Sharing: An Opportunity for Improved
Public Awareness of State and Local Government Operations"
(GGD-76-2, Sept. 9, 1975), fund uses reflected by the financial
records of a recipient government are accounting designations
of uses. Such designations may not reflect the actual impact
of the funds on the government. Because of the wide latitude
recipients have in using revenue sharing funds, they can use
the funds according to the act and then use their own funds
in areas where compliance problems might occur. Given the
realities of the situation, we question the necessity or
desirability of retaining restrictions which can be easily
circumvented.

We observed, however, that the audits were resulting
in changes in financial controls and procedures which should
improve the governments' ability to plan for and serve their
citizenries. These changes, which typically result from fi-
nancial audits made by independent auditors, included account-
ing system improvements, agreements to follow State or local
laws in authorizing expenditures, and strengthening internal
controls of fund expenditures. We believe these changes
- will improve the stewardship and increase accountability of
" government officials. '

RECOMMENDATIONS

We recommend that State and local governments, which
have been determined eligible by the Secretary of the
Treasury to receive revenue sharing funds, be required to
have all of their funds audited, at least once every 3
years, by an independent auditor or under another audit.
arrangement determined satisfactory by the Secretary of the
Treasury. This requirement could apply to governments above
a specified size, for instance those with a population of at
least 2,500 and/or those that receive revenue sharing funds
totaling at least $50,000 annually. We also recommend that
the auditor's report be made available to the public and
the news media and that the audit be made in accordance
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with standards applicable to the financial and compliance

element of the audit described in the booklet, "Standards

for Audit of Governmental Organizations, Programs, Activi-
ties and Functions," issued by the Comptroller General of

the United States. :

Because many of the restrictions on the use of revenue
sharing funds can be easily avoided by using the government's
own revenues, the restrictions do not assure that anything
substantive will be accomplished. We recommend that the
Congress delete from the Revenue Sharing Act most restric-
tions on the use of the funds. We believe, however, that

--the requirement that expenditures be in accordance
with local laws and procedures should be retained,

-~the nondiscrimination provision of the act should be
expanded so that a recipient government cannot dis-
criminate in any of its programs or activities, and

-~-comparative financial data showing the sources and
uses of all funds for each major program or activity
must be provided to the public for the prior, current,
and budget years, along with notice and opportunity
for the public to give their opinions on proposed
expenditures in a public hearing or as the Secretary
of the Treasury may authorize.

If the recipient governments were required to have
audits that were limited to financial matters, ORS could
redirect the efforts of its audit group and, using statisti-
cal sampling methods, concentrate on testing the adequacy of
the financial audits made for the recipient governments.
Reviews for compliance with the nondiscrimination provision
could be handled by specialists in ORS' civil rights branch.

AGENCY COMMENTS AND
OUR EVALUATION

The Office of Revenue Sharing said it believed a review
of its audit activities should be measured against its legally
permissible functions; that is, enforcement of the present
act's provisions. ORS added that it is obligated to enforce
the act's provisions and that an evaluation of ORS audit ef-
forts should not be based on proposals for change in the
legislation.

This report cites examples which show that ORS is
complying with the Revenue Sharing Act, and we recognize that
ORS cannot audit beyond its legally permissible functions.
The report does conclude, however, that ORS' approach toward
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fulfilling its audit responsibilities has not been totally
successfyl because many governments are not audited, the
scope of many audits that were performed did not include
compliance matters, and the financial-compliance audits that

were performed often dld not include all audit steps pre-
scribed by ORS.

As indicated by ORS, our report mentions that, usually,
corrective actions taken as a result of audit findings re-
quired only simple adjustments having little or no effect
on the operations of the recipient government. The report
contrasted these changes with corrective actions that re-
sulted in significant changes in recipient governments'
accounting procedures and improved their accountability.

If adopted, our recommendations would eliminate the need
for ORS to audit for compliance with ineffective restric-
tions on the use of revenue sharing and focus the audit ef-
fort in areas more likely to identify and correct substan-
tive problems.

ORS also said that the report appears to reverse ;
pervious GAO support of intergovernmental audit cooperation. :
Our recommendation that audits of recipient governments be
performed by independent auditors indicates our support for
intergovernmental audit cooperation. ORS has increased inter-
governmental audit cooperation by encouraging recipient
governments, and organizations that audit recipient govern-
ments, to expand the scope of their audits to include revenue
sharing matters, and we believe these arrangements should
continue. We are recommending that recipient governments
- be required to have their financial accounts audited. This |
recommendation should not require the designation of a dif-
ferent auditor if the existing audit is performed in accord-
ance with generally accepted auditing standards which the
ORS "Audit Guide" requires.

We are aware that, as ORS stated, the American Institute
of Certified Public Accountants has determined that compliance
auditing may be performed by a certified public accountant.
However , many certified public accountant audits did not in- !
clude all compliance procedures required by the ORS "Audit
Guide." Typically, auditors told us they omitted these pro-
cedures (e.g., civil rights and Davis-Bacon) because they
lacked experience or training in the areas.

ORS suggests that to perform the monitoring that we
recommend--testing the adequacy of up to 39,000 audits
through statistical sampling methods and reviewing the re-
ports of audits of all governments--would require an audit
staff many times the size of the present ORS audit staff.
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Because our recommendations will shift the burden for audit
away from the Secretary and on to the recipient governments,
ORS should be able to redirect its audit staff's efforts
and achieve coverage at least as broad as under the present
system. ORS stated that its present audit staff has re-
viewed the performance of 15 State auditors and 37 in-
dependent public accountants and has examined over 10,000
external audit reports made either by State auditors or
independent public accountants.

ORS stated that if revenue sharing recipients must
have their accounts audited, such requirements should be
limited, as we suggest, to governments receiving more than
a stated annual amount of revenue sharing funds. ORS agreed,
subject to further analysis, that the $50,000 criterion we
suggested might be reasonable but felt the 2,500 population
criterion encompassed such small governments as to be unrea-
sonable and onerous. Bureau of the Census data shows that
over 27,000 of the 36,000 municipalities and townships that
receive revenue sharing have populations under 2,500. Based
on the average per capita amount of revenue sharing funds
paid to local governments nationwide, a government with a
population of 2,500 would receive about $50,000 annually.
Therefore, both criteria would tend to affect governments
" of the same size. Consequently, we fail to see why the
dollar criterion might be reasonable while the population
criterion is unreasonable and onerous. 1In any event, the
criteria we cited were illustrative, and we accept that
larger figures may be more appropriate.



CHAPTER 5

SCOPE OF REVIEW

We reviewed audits of 244 recipient governments in
New York, California, Georgia, and Minnesota. We asked
officials of each of the four States and the recipient
local governments about audits that had been made of
their operations and contacted the independent auditors,
if any, of these governmental units to determine the
nature and scope of their audits. The auditors contacted
included representatives from State auditing agencies,
certified public accounting firms, and other organizations.
Where the auditor stated that an audit of revenue sharing
funds had been made in accordance with the ORS audit
guide, we interviewed the auditor and reviewed the audit
report and selected working papers.

We obtained the views and additional information from
other organizations, such as State certified public ac-
counting societies and civil rights enforcement agencies.

We reviewed ORS files and records pertaining to ORS
audits of recipient governments, reviews of independent
public accountants' workpapers, mini audits, and reviews
of audit reports issued by State auditors and other in-
dependent auditors (external audits). We selected a
sample of the external audits and included all audits
in the other three categories in our analyses. We dis-
cussed with local government officials the impact of
actions taken in response to audit recommendations.
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APPENDIX I APPENDIX I

SUMMARY OF INDEPENDE&T AUDITS REVIEWED IN

'NEW_YORK CALIFORNIA, GEORGIA, AND MINNESOTA

Auditing organization

Certified Number of audits
State/Unit State public Public for which we Total of audit
of local auditing account-  account- contacted inde~ Financial/ Financial
government agency antsg ants Other pendent auditors compliance only
New York: '
Large 2 - - - 2 2 -
Medium 14 - - - 14 14 -
Small 13 — = - .23 A3 -
Total 29 - = = _29 _29 -
California:
Large - 9 3 - 12 5 7
Medium - 538 4 - 62 20 42
Small - 3 - - 3 ol 5
Total = 12 1 - _19 25 54
Georgia:
Large - 3 - - 3 2 1
Medium - 50 - - 50 27 23
Small = 12 2 3 17 _4 13
Total = 55 2 3 70 33 37
Minnesota:
Large 2 1 - - 3 3 -
Medium 6 38 7 - 51 24 7
small = _5 _7 - 12 _3 9
Total 8 A4 u = 58 30 36
Four State total:
Large 4 13 3 - 20 12 8
Medium 20 146 11 - 177 85 92
small 13 22 - 3 47 20 27
Total 3 181 23 3 244 u7 127

The groups are defined on the basis of revenue sharing funds received annually:
Ldrge--Over $4,000,000
Medium~~Over $10,000 to $4,000,000
Small--Under $10,000
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ANALYSIS_OF THE SCOPE OF FINANCIAL-COMPLIANCE AUDITS

Audit step prescribed by auvdit_guide

verification of census data:
All tests

Financial audit:
confirm entitlements
~ Cash and investments separate:

Bank account verified
Investments verified
Interest income tested
Investments legal

Cash and investments commingled:
"Audit of pooled funds
Allocation of interest, etc.

Compliance audit:

Separate trust fund or bank account

Priority expenditures

Observed same laws and procedures

Accounting conforms to regulations

Use reports submitted

Provisions relating to Davis~Bacon Act

Prevailing wage rates

Nondiscrimination provisions:
EBOC report and records
Actions filed with enforcement agency
Actions filed with an internal office
Attorney's and representation letters
Affirmative action compliance program
Location discrimination
Formal employment policy

Matching funds requirements

Compliance by secondary recipients

Use reports published

Percent of audits _in which audit s

New York California Georgia
(29 audits) (25 audits) (33 audits) __
Not Not Not
Not appli- Not appli- Not appli-
Done done cable Dope done cable Done done cable
100 - - 92 8 - 64 36 -
100 - - 96 4 - 64 36 -
100 - - 100 - - 100 - -
75 - 25 100 - - 56 - 44
75 - 25 100 - - 75 - 25
75 - 25 100 - - 66 - 34
100 - - 100 - - 100 -
78 22 - 100 - - - - 100
00 - - - 1990 - - 100 - -
100 - - 96 4 - 100 - -
100 - - 100 - = we . - -
100 - - 100 - - 97 3 -
93 7 - 100 - - 55 45 -
10 24 66 56 28 16 12 15 73
21 3 76 40 16 44 12 3 a5
3 97 - 64 36 - 18 64 18
3 97 - 56 40 4 3 45 52
3 97 - 52 28 290 [ 45 49
3 97 - 72 28 - 82 6 12
3 97 - 56 36 8 9 79 12
3 97 - 44 44 12 9 67 24
3 97 - 64 36 T - 24 64 12
100 - - 60 12 28 48 - 52
- - 100 20 4 76 - 3 - 97
93 7 - 96 4 - 79 21 -

tep completed
1 4

Done

717

Minnesota

(30 audits)

Hot
done
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APPENDIX III APPENDIX III

SUGGESTED REVISIONS TO THE STATE AND

LOCAL FISCAL ASSISTANCE ACT OF 1972

We suggest that sections 103 and 104 of the act be
deleted.

* K * * *

We suggest that section 121 of the act be amended to
read as follows:

Sec. 121 Reports, Publication and Public Hearings

(a) -Reports. - Each unit of government which receives
funds under subtitle A shall, before the beginning of its
fiscal period, prepare a report summarizing all anticipated
revenues and expenditures for the coming fiscal period, in
accordance with guidelines developed by the Secretary of the
Treasury. This report should include comparable information
showing estimated and actual revenues and expenditures for

_the current and preceding fiscal periods, respectively.

(b) Publication. - Before the start of the recipient
government's fiscal period the report shall be printed in a
newspaper which is published within the State and has general
circulation within the geographic area of the government or,
when such publication is not practicable, by such other means
as may be authorized by the Secretary. A copy of this report
shall be submitted to the Secretary.

(c) Public hearings. - Each recipient government shall
assure the Secretary that it will provide notice and opportun-
ity for its residents to voice their recommendations and views
on the report required under subsection (a) in a public hear-
ing or in such other manner as the Secretary may authorize.

* * * * *

We suggest that section 122(a) of the act be amended to
read as follows:

Sec. 122. Nondiscrimination Provision.

(a) In General. - No person in the United States shall
on any ground prohibited by this act or any other act involv-
ing Federal assistance be excluded from participation in, be
denied the benefits of, or be subjected to discrimination
under any program or activity of a State government or a unit
of local government which receives funds under subtitle A of
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APPENDIX III APPENDIX III

this title. Prohibited grounds shall include, but not be
limited to race, color, national origin, sex, religion, age,
or physical or mental handicap.

* * * * *

We suggest that section 123 of the act be amended to
réad as follows:

Sec. 123. Miscellanéous Provisions.

(a) Eligibility Requirements. - In order to qualify for
any payment under subtitle A for any entitlement period
beginning on or .after January 1, 1977, a State government
or unit of local government must establish (in accordance
with regulations prescribed by the Secretary) to the satis-
faction of the Secretary that -

(1) it will provide for the expenditure of amounts
received under subtitle A only in accordance with the
laws and procedures applicable to the expenditure of
its own revenues;

(2) it will--

(A) use fiscal, accounting and audit pro-
cedures which conform to guidelines established
therefor by the Secretary (after consultation
with the Comptroller General of the United
States). '

(B) provide to the Secretary (and to the
Comptroller General of the United States), on
reasonable notice, access to, and the right to
examine, such books, documents, papers, or
records as the Secretary may reasonably require
for purposes of reviewing compliance with this
title (or, in the case of the Comptroller Gen-
eral, as the Comptroller General may reasonably
require for purposes of reviewing compliance and
operations under subsection (¢)(3)), and

(C) make such annual and interim reports
(other than reports required by section 121)
to the Secretary as he may reasonably require;

(b) Withholding of Payments., - If the Secretary deter-
mines that a State government or unit of local government has
failed to comply substantially with any provision of subsec-
tion (a) or any regulations prescribed thereunder, after
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giving reasonable notice and opportunity for a hearing to the
Governor of the State or the chief executive officer of the
unit of local government, he shall notify the State govern-
ment or unit of local government that if it fails to take
corrective action within 60 days from the date of receipt of
such notification further payments to it will be withheld

for the remainder of the entitlement period and for any sub-
sequent entitlement period until such time as the Secretary
is satisfied that appropriate corrective action has been
taken and that there will no longer be any failure to comply.
Until he is satisfied, the Secretary shall make no further
payments of such amounts.

(c) Accounting, Auditing, and Evaluation. -

(1) In General. - The Secretary shall provide for
such accounting and auditing procedures, evaluations,
and reviews as may be necessary to assure that State
governments and units of local government comply fully
with the requirements of this title.

(2) Each State government and unit of local govern-
ment that receives funds available under subtitle A for
any entitlement period beginning on or after January 1,
1977, shall have its finances and accounts audited by an
independent auditor pursuant to requlations promulgated
by the Secretary after consultation with the Comptroller
General. Such regulations may authorize the Secretary
to waive the requirement for the audit, or for portions
of the audit, if the Secretary determines that the cost
of the audit would be excessive in relation to the en-
titlement available to a government under subtitle A,
Such regulations shall require--

(A) that the audit be performed in accordance
with standards published from time to time by the
Comptroller General of the United States.

(B) that the audit be made at regular inter-
vals but not less frequently than once every three
years, and

(C) that copies of the auditor's report be
submitted to the Secretary and be made available
to the public and the news media for inspection
and reproduction.
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(3) Comptroller General Shall Review Compliance. -
The Comptroller General of the United States shall make
such reviews of the work as done by the Secretary, the
State governments, and the units of local government as
may be necessary for the Congress to evaluate compliance
and operations under this title.
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OFFICE OF THE SECRETARY OF THE TREASURY *‘ggziéﬁ%
&

77p.191®

OFFICE OF REVENUE SHARING
2401 £ STREET, N.W.
COLUMBIA PLAZA HIGHRISE
WASHINGTON, D.C. 20226

JUN 7 1976

Dear Mr. Lowe:

Thank you for the opportunity to review the draft report "Revenue
Sharing Act Audit Requirements Should be Changed," submitted to this
office on May 20, 1976.

The State and Local Fiscal Assistance Act of 1972 requires the
Secretary of the Treasury to provide for accounting and auditing
procedures, evaluations, and reviews as mecessary to ensure that
recipients are complying fully with the law. The Act permits the
Secretary to accept audits conducted by States of both State and local
governments, if their audit procedures are sufficiently reliable.

We believe that a review of the audit activities of the 0ffice
of Revenue Sharing should be measured against its legally permissable
functions; that is, enforcement of the provisions of the present Act,
An evaluation of ORS audit efforts should not be based on proposals
for change in the implementing legislation.

The GAO draft report states that it is not meaningful to perform
compliance audits because the restrictions imposed by the Act are
ineffective. ORS is obligated to enforce the provisions of the Act
as enacted by the Congress and makes no presumption that these
provisions are ineffective. '

The draft report appears to reverse previous GAO support of
intergovernmental audit cooperation. Our decision to utilize such
assistance was in accordance with Federal Management Circular (FMC)
73-2 issued by the General Services Administration, and with specific
recommendations by the Comptroller General of the United States for
such increased intergovernmental cooperation. The success of ORS in
achieving such cooperation has been commended in reports of accounting
organizations and in published reports by the General Accounting

Office.
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The Office of Revenue Sharing has an audit staff of 25 positionms,
of which 16 are auditors. The size of this staff is determined by
Congress in the annual appropriations process. Given such limited
resources and the requirements of the Act, we concluded that the
only way in which an effective impact could be made on over 39,000
jurisdictions was to enlist the assistance of State auditors and
Independent Public Accountants,

The Office of Revenue Sharing has entered into formal audit
agreements with State auditors of 43 states and the District of
Columbia. These State auditors are accountable for the audit of
revenue sharing entitlement payments to 40 states, the District of
Columbia and more than 15,000 units of local government. The GAD
draft did not note that these agreements provided for the periodic
review of the performance of State auditors in making these audits.
To date 15 reviews have been made and in only 3 of those states did
we find any deficiencies in work performance. - Subsequent follow-up
visits and review assured ORS that the work was being performed in a
professional manner in two of the states.’

With the assistance of the American Institute of Certified Public
Accountants and other professional organizations and in consultation
with the Comptroller General, ORS developed an "Audit Guide and
Standards for Revenue Sharing Recipients." The purpose of the Guide
is to assist State and local government auditors and public accountants
in their understanding of the special requirements for audits of
revenue sharing funds and to establish the audit standards and minimum
procedures for audits which are acceptable to the Secretary of the
Treasury.

To our knowledge, this is the first and, to date, only effort
to provide a standard method for the auditing of virtually all units
of State and local general government. The General Accounting Office
draft notes that the use of this Guide has brought about an awareness
of the need for improved financial systems by many of the General
Revenue Sharing recipients.

Also, with the assistance of the American Institute of Certified
Public Accountants, ORS developed a program for the review of the
performance of Independent Public Accountants in making revenue sharing
audits. We have made 37 such reviews, and in those cases where the
IPA's had not made a compliance audit in accordance with the Guide,
performance was corrected to acceptable standards with ORS audit staff
assistance, Follow-up reviews indicated that corrective action was
taken.
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As a result of the aggressive program of ORS to obtain audits
on a voluntary basis, we have reviewed more than 10,000 external-
audit reports made either by State auditors or Independent Public °
Accountants. These reports revealed 369 instances of non-compliance
which have been corrected or are being corrected. ’

In addition to the procedures discussed above, the Office of
Revenue Sharing has developed a limited aundit review of recipient
governments receiving less than $10,000 per year in revenue sharing
entitlements. Through the Office of Audit, Department of the Treasury,
ORS has arranged for performance of these audits by auditors of the
U. S. Customs Service. The Customs Service has a network of field
offices to which auditors are assigned. Substantial savings have
accrued in travel expense which otherwise would deplete the budget
of the Office of Revenue Sharing located in Washingtom, D.C.

The GAO draft questions the ability and willingness of IPA's and
State auditors to conduct compliance audits. ORS disagrees with this
contention. The American Institute of Certified Public Accountants
has determined that compliance auditing is within the realm of
expertise of the CPA and believe this type of audit should be made.
In fact, ORS has examined working papers of CPA's which demonstrate
that they carried out all compliance procedures required by the Guide.
The GAO draft also fails to note that it is common practice for IPA's
to do a certain amount of compliance work to reveal any contingent
liabilities. Further, when we receive an audit report from an IPA
which states that the audit was made in accordance with the Guide but
does not make a statement regarding compliance, ORS advises the IPA
that unless we are informed to the contrary, we assume a compliance
audit was made. ORS has received more than 8,000 acceptable audits
from IPA's,

As GAO correctly states, the ORS audit Guide does provide audit
steps for determining if there are any facts indicating possible non-
compliance with the Civil Rights aspects of the Act. ORS recognizes
that this process in itself does not assure compliance with the law.
These audits are not intended to be the sole determinant of compliance
in Civil Rights matters. A Civil Rights staff in ORS has primary
accountability for this function. Therefore, any information
concerning Civil Rights compliance gained from the performance of
these audits serves as valuable additional input to the Civil Rights
Division. ORS will continue to seek other methods to enhance the
Civil Rights compliance activities.
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The draft report also mentions that the GAO found no instance
in which corrective action by ORS of violations of the Act and
regulations resulted in the Federal Government being reimbursed for
the amount of the expendiiure. Section 123(a)3 of the Act provides
that recipients found to have used funds other than for priority
expenditures

". . . will pay over to the Secretary . . . an
amount equal to 110 percent of any amount
expended out of such trust fund in violation of

- this paragraph, unless such amount is promptly
repaid to such trust fund (or the violation is
otherwise corrected) after notice and opportunity
for corrective action';

Almost all instances of non-compliance are a result of misunderstanding
or lack of understanding of the requirements by recipients. The goal
of ORS as required by the Act is to effect compliance, not obtain
reimbursements for the Treasury. We find recipients are willing to
follow our recommendations for corrective action.

Repeated throughout the GAO draft report is a statement that
such corrective actions taken as a result of audit findings usually
required only simple adjustments resulting in little or no impact
on the operations of the recipient govermment. Audits performed by
ORS, or through state agreements, are made to determine whether
or not general revenue sharing funds were spent as required by the
Act. ORS is not empowered to audit, or make recommendations om, the
expenditure of other funds. In many instances enforcement actions taken
by ORS required significant changes in the accounting procedures of the
recipient government, Improvement in the accountability of these funds
was only secured, in many cases, through these audits.

To correct what GAO suggests are weaknesses in the ORS audit
procedures, the draft recommends that the law be amended to require
periodic financial audits of all funds of State and local govermments
conducted by independent auditors. The suggested ORS audit fumction
would be to use statistical sampling methods to test the adequacy of
financial audits performed for the recipient government (and, presumably,
to obtain corrective action where errors occur). To perform the
monitoring that GAO recommends, through testing the adequacy of as
many as 39,000 audits through statistical sampling methods and review
of the reports of audits of all governments, would require an audit
staff many times the size of the present ORS audit staff.
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Such a requirement would be inconsistent with the original
intention of the Act and would represent significant new Federal
involvement in State and local government activities. If, however,
the Congress makes such a provision, any such requirement should be
limited to povernments receiving more than a stated annual amount of
revenue sharing funds. The dollar criterion suggested by GAO in the
draft report might, subject to further analysis, be a reasonable
requirement, while the population ecriterion indicated encompasses
such small governments as to be unreasonable and onerous.

ORS is justifiably proud of the innovative, effective and economical
audit program that it has conducted and which produces more effective
auditing per dollar expenditure than any other auditing program with
which this office is familiar.

We would be pleased to discuss these comments and our observations
with you. '

Sincerely, -

eanna D. Tuily
Director
Office of Revenue Sharing

Mr, Victor L. Lowe

Director

General Government Division
General Accounting Office
Washington, DC 20548
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PRINCIPAL OFFICIALS

RESPONSIBLE FOR ADMINISTERING ACTIVITIES

DISCUSSED IN THIS REPORT

Tenure of office

From To

SECRETARY OF THE TREASURY:

William E. Simon Apr. 1974 Present

George P, Shultz June 1972 Apr. 1974

John B. Connally ~Feb. 1971 June 1972
DIRECTOR, OFFICE OF REVENUE SHARING:

Jeanna D. Tully Mar. 1976 Present

John K. Parker (acting) Aug. 1975 Mar. 1976

Graham W, Watt Feb, 1973 Aug. 1975
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